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Abstract

To celebrate the three hundredth birthday ofmA&mith, | would like to use
examples to clarify some misunderstandings abouthfSmeconomics textbooks.
Passages from thineory of Moral Sentimentnd thé\ealth of Nationgsre quoted
to explain what Smith had really said.
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|. Introduction

There is no doubt that, on June 5th this year, nfiany of economics around the
world would like to celebrate the three hundredtthbday of Adam Smith. | do not
know what other fans will do, but one way to cedgbrSmith’s birthday is to clarify
misunderstandings about his ideas. But it mightrssteange why economists are still
not sure what Smith had really said. Should wethskeal Adam Smith to stand up?

A simple answer to this question is that econonsi@ssocial science. It is different
from the hard sciences, such as mathematics argigshyhich usually have exact
solutions to their problems. Subject to the comipyeof social phenomena, answers
to economic problems are often multiple and chamgieross countries and over time.
To understand the theory of an economist, it itebéd read his/her books or papers,
rather than to read just textbooks or other sedwrdt articles.

In this article | will use Smith’s words to integtrhis theories in both th&fealth of
Nationsand theTheory of Moral Sentiment$he focus is on the misunderstanding,
not on the consensus. The selection of topicshgstive, since my misunderstanding
might be your consensus. This is inevitable becaasaomics is not a hard science.

A standard example of the misunderstanding abouthSslike this: “According to
traditional economics, free market capitalism Wwél essentially perfect and stable.
There is little, if any, need for government inggeince..This line of reasoning goes
back to Adam Smith?” Almost all textbooks of economics have such stategbut
this is not the case for Keynes. For example, Keyrasl said that (italics original)

The phrasé¢aissez-faireis not to be found in the works of Adam Smith.. .&istude towards
the Navigation Acts and the usury laws shows teatas not dogmatic. Even his famous
passage about “the invisible hand” reflects thdéogbphy which we associate with Paley
rather than the economic dogmdaigsez-faire..It is not, indeed, until we come to the later
works of Bentham...that we discover the ruldaigsez-faire..adopted into the service of the
Utilitarian philosophy...that fixetaissez-fairen the popular mind as the practical conclusion
of orthodox political economy.

If Keynes were right, then most economics textbaulght misunderstand Smith,
and we need to ask the real Adam Smith to stand ln@!misunderstandings | would

1 George A. Akerlof and Robert J. Shilldmimal Spirits Princeton University Press, 2009, p. 2.
2 John Maynard Keyne3he End of Laissez-Fairélogarth Press, 192%he Collected Writings of
John Maynard Keyne®ol. IX, Cambridge University Press, 1978, pp928Q
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like to clarify in this article are as follows. 8ection Il we discuss why the basis of
Smith’s economic theory is cost rather than utiiyd why economics went astray
after Bentham and his followers initiated utilirism. Section Il argues that it is
Smith who proposed the theory of comparative acagstRicardo had just made it
famous. Section IV discusses the real bills doetwmich has been misunderstood for
many years. Section V is about Smith’s view of exoit development. Section VI is
concerned with the cause and effect, a debate bat®mith and Hume. Section VII
concludes.

Il. Cost or Utility?

Probably the word utility was first used by Humehia Treatise of Human Natufe
though the idea had been proposed by Bernoull78841 just one year before the
publication of théelreatise But it was Bentham who decided to popularizeidiea of
utility when he was reading th@eatisein 1776, as he recalled that (italics original)

That the foundations of alirtue are laid inutility, is there demonstrated...For my own part, |
well remember, no sooner had | read that part@fatbrk which touches on this subject, than
| felt as if scales had fallen from my eyes, | thiem the first time, learnt to call the cause of
the people the cause of Virtte.

The idea of utility was later popularized by Bemtf®most important pupil James
Mill, along with Mill’s eldest son John Stuart. Teen was not like father in the sense
that John Stuart Mill was only a mild admirer ofrilfeam, and tried to incorporate the
quality, not just the quantity, of pain and plea@sunto utilitarianism. Nevertheless, the
emergence of utilitarianism was unfortunate becauael foundations of economics
on utility instead of cost, the cornerstone oféesenomics of Smith and Ricardo.

That Smith had emphasized cost is a consensus aseongmists, but that Smith
emphasized utility might be a misunderstandindatit, Smith had put utility away in
both his books for different reasons. The firstetihe refused utility was in thigneory
of Moral SentimentdJnlike Hume, Smith did not consider utility ag@od basis of
moral sentiments. As he said in the discussioh@&entiments of approbation:

3 David HumeA Treatise of Hume Naturé739-1740; Penguin, 1985, p. 350.

4 Daniel Bernoulli, “Exposition of a New Theory dmet Measurement of RiskEconometrical954,
23-36. What Bernoulli used was the Latimolumentumwhich was translated into Englishsity.
5 Jeremy BenthanfA Fragment on Governmerit776; Cambridge University Press, 1988, p. 51.
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But still I affirm, that it is not the view of thistility or hurtfulness which is either the first o
principal source of our approbation and disapptiobafr hese sentiments are no doubt
enhanced and enlivened by the perception of thethea deformity which results from this
utility or hurtfulness. But still, | say, they aoeiginally and essentially different from this
perception.®

Though Smith disagreed with Hume’s idea of utilitg, accepted Hume’s idea of
sympathyBut there is an additional difference betweemthidume usegudicious
spectatoy’ while Smith usedmpartial spectator The former means in the common
(or average) point of view, and the latter indisateat conscience, families, or close
friends have more weights:

Every man...is first and principally recommended itodwn care...After himself, the
members of his own family...are naturally the objexfthis warmest affections...and the
affection gradually diminishes as the relation gsawnore and more remdte.

Hume’sjudicious spectators similar to Bernoulli'ssmolumentum mediuar mean
utility.® But in Smith’s world with different social distags, common point of view
or mean utility cannot be the basis of moral seefite. They might be more adequate
in describing the interactions of other social asnsuch as bees and ants, if it were
possible to say that bees and ants had the coatemirality. As Smith had said that

There is another system which attempts to accaunhé origin of our moral sentiments from
sympathy, distinct from that which | have been ewvideiring to establish. It is that which
places virtue in utility, and accounts for the gla@ with which the spectator surveys the
utility of any quality from sympathy with the hapgiss of those who are affected by it. This
sympathy is different both from that by which weegrinto the motives of the agent, and
from that by which we go along with the gratituddlee persons who are benefited by his
actions. It is the same principle with that by whige approve of a well-contrived machine.
But no machine can be the object of either of thaselast mentioned sympathi&s.

As to the reason why Smith ignored utility in fealth of Nationswe must first
understand that the basis of his economics isdébe of cost, oopportunity costn a
more modern sense. Smith reminded his reader disgtiaction betweeralue in use

6 Adam Smith,The Theory of Moral Sentimength edition, 1790; Liberty Fund, 1982, p. 188.
7 Hume (1985), p. 632.

8 Smith (1982), p. 2109.

9 Bernoulli (1954), p. 24.

10 Smith (1982), p. 327.



(i.e. utility) andvalue in exchangé.e. price)!! The nominal price of commodities is
measured by money, and the real price by labardber theory of value The price

is composed of wage, profit, and rent. Contrartheo1870s marginal revolutions, the
price is equal to cost, not to (marginal) util®mith’s focus had never been on utility.

Led by Jevons, Menger, and Walras, marginal reiasius still orthodox economic
theory. But in Smith’s world price is an exchandeabnd therefore measurable value.
Though both cost and utility are subjective consepts cost, not utility, which could
be objectively measured when commodities are exggahrUtility is a psychological
phenomenon, which cannot be measured by eitherymariabor. If price were not
measurable, then no transactions would happen.m&as that price should be equal
to cost rather than (marginal) utility.

Ricardo was absolutely right about Smith’s disimttetween cost and utility. His
remarks on this issue would let us doubt why odm@nomists could misunderstand
the differences among price, cost, and utility:

Utility then is not the measure of exchangeableeghlthough it is absolutely essential to
it...Possessing utility, commodities derive their lexegeable value from two sources: from
their scarcity, and from the quantity of labor riggd to obtain then®

Another misunderstanding about Smith is thatropgsed laissez-faire or perfect
competition. This is untrue if we accept the abquetation of Keynes. But we can
reach the same conclusion if we rightly quote Siiiblvn words:

When the price of any commodity is neither morelaes than what is sufficient to pay the
rent of the land, the wages of the labour, angtbéits of the stock employed in raising,
preparing, and bringing it to market...The commodstthen sold precisely for what it is
worth, or for what it really costs the person whimgs it to market?

What Smith said was that price should be equébtal) cost, which is the sum of
prime cosf(the cost of raising and preparing) and the cbbtiaging it to market. In
later chapters Smith mentioned that this last isostainly concerned with the costs of
retail and wholesale transactions. In terms of €5ashey ardransaction cost

11 Adam Smith An Inquiry into the Nature and Causes of the WeafltNations Sthedition, 1789;
Modern Library, 1994, p. 31.

2 David RicardoPrinciples of Political Economy and Taxatidrd edition, John Murray, 1821, Ch. I.
13 Smith (1994), p. 62.

1 Ronald H. Coas&he Firm, the Market, and the LaWniversity of Chicago Press, 1988.
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To sum up: Smith rejected the idea of utility irthhtheWealth of Nationgand the
Theory of Moral Sentimenti his theory price is equal to (total) cost, @his the
sum of prime cost and cost of bringing it to marfagttransaction cost, a la Coase).
Smith never proposed perfect competition or laidage. The origin of these ideas
should go back to Bentham and Walras. Governmanys@n important role in the
theory of Smith, and he had never said that maketperfect and stable. Keynes did
understand Smith, do we?

[11. Makeor Buy?

According to economics textbooks, the most famduage of Smith should be the
invisible hand But Smith might not think so. Because it only eaged in thé\ealth
of Nationsonce, it could not be an important idea accordngmith’s own criterion
that “I am always willing to run some hazard ofrigetedious in order to be sure that |
am perspicuous:®

Though Smith was not tedious and had mentionediioiei hand only once, he had,
in the same chapter, used several examples toiexptaidea of acquired advantage,
the real origin of the@rinciple of comparative advantagéhe economics textbooks
usually state that it is Ricardo who discovered firinciple, and Smith’absolute
advantageas misleading. In fact, absolute advantage is v8maith callechatural
advantagewhich he did not recommend. This is a misundatsteg about Smith in
economics textbooks. What Smith recommendedaggsired advantagewvhich is
similar to, but deeper than, the comparative acgatater proposed by Ricardo.
Smith’s theory was based on the following make-ay-bhoice:

It is the maxim of every prudent master of a famigver to attempt to make at home what it
will cost him more to make than to btfy.

But prior to the make-or-buy decision, you must fdecide which commodity you
would like to produce. This is in turn based on tmith callecacquired advantage

The taylor does not attempt to make his own shmgdhuys them of the shoemaker. The
shoemaker does not attempt to make his own clotiiegmploys a taylor. The farmer

5 Smith (1994), p. 32.
16 |bid., p. 485.



attempts to make neither the one nor the otheretmpioys those different artificers. All of
them find it for their interest to employ their wadndustry in a way in which they have
some advantage over their neighbours...What is paelgnthe conduct of every private
family can scarce be folly in that of a great kingd..It is an acquired advantage only, which
one artificer has over his neighbour, who exercisesher trade; and yet they both find it
more advantageous to buy of one another than t@ mvlkt does not belong to their
particular trade$’

It is obvious that Smith’s acquired advantage i$dbehan Ricardo’s comparative
advantage because, in the former, advantage (apation choice) is endogenously
determined, but in the latter, it is exogenouslegi Maybe we can say that it is
Smith who discovered comparative advantage whiehsigecial case of acquired
advantage. This is another misunderstanding aboith$n economics textbooks.

To sum up: Based onleast-cost principleSmith had made economic decisions
operational. This means that, from individualshie $ociety as a whole, the economic
agent would like to make decisions with the minim{tatal) cost. The principle of
comparative advantage, though proposed by Ricarde essentially first raised by
Smith in terms of the acquired advantage whicteiselb and truer.

V. Real or Fictitious?

The third misunderstanding about Smith is concermiga the monetary theory.
Both Hume and Smith were excellent monetary ecostsmiHume originated the idea
of thequantity theory of money two essays: “Of Money” and “Of Interes”Smith
initiated the idea of real bills in the followinggsage:

When a bank discounts to a merchant a real bdkohange drawn by a real creditor upon a
real debtor, and which, as soon as it becomesisiueally paid by that debtor; it only
advances to him a part of the value which it watlterwise be obliged to keep by him
unemployed and in ready money for answering ocoasitemands®

Areal bill is contrary to a fictitious one in wihiche creditor, the debtor, or both of
them would be fictitious. Fictitious bills would ¥ harmful effects, as Smith said:

7 \bid., pp. 485-487.
8 David Hume Essays, Moral, Political, and Literayyl777; Liberty Fund, 1987, pp. 281-307.
19 Smith (1994), p. 331.



when the same two persons do not constantly drawexdraw upon one another, but
occasionally run the round of a great circle ofigetors, who find it for their interest to assist
one another in this method of raising money, anemaler it, upon that account, as difficult as
possible to distinguish between a real and fiaigibill of exchange; between a bill drawn by
a real creditor upon a real debtor, and a bil\Wbaich there was properly no real creditor but
the bank which discounted it, nor any real debtdrthe projector who made use of the
money. When a banker had even made this discdvenmpight sometimes make it too late,
and might find that he had already discounted thhedif those projectors to so great an extent
that, by refusing to discount any more, he woulcesearily make them all bankrupts, and
thus, by ruining them, might perhaps ruin himself.

Obviously Smith was concerned with the qualityha bills of exchange (inside
money). In the days of Smith, there was no suahgths central bankirg. But even
there was a central bank which issued outside maheyocus of Smith would still
be on the quality rather than the quantity of bmitside and inside money.

The monetary theories of Smith and Hume were notradictory to each other,
but their emphases were different. Hume focusechoney supply and implicitly
assumed the long-run neutrality of money. But Sthat a balanced view between
money demand and money supply. His focus was odittezence between real bills
and fictitious ones, and economic fluctuationsraegnly due to the over issuance of
the latter. In other words, inside money was tlealf@oint of Smith, but it is outside
money to which Hume had paid more attention. Thaigation for an efficient
monetary system is obviously different under thesetheories. The problem is how
to draw the line between outside money (gold oepaponey in Hume’s case) and
inside money (bank money or bills of exchange int&mcase).

The termreal bills doctrinewas coined by Mint&? but unfortunately he thought
it came from the idea of John Law, the originatbthe infamousMississippi bubble
Because Friedman had learned monetary theory framsMt was no wonder why he
interpreted real bills doctrine in the wrong wayEichengreen was the other scholar
misled by Mints. For example, he had said:

That doctrine, developed in the early eighteenttiusg by, among others, the Scottish

20 1bid., p. 340.

2! Though the Bank of England was established in 1&as not on behalf of a central bank until the
Peel's Act(Bank Charter Act) became legitimate in 1844.

22 Lloyd W. Mints, A History of Banking Theory in Great Britain andktbinited StatedUniversity of
Chicago Press, 1945.

23 Milton Friedman,The Optimum Quantity of Money and Other Essaidine, 1969, Ch. 2.
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monetary theorist John Law, was intended as a duaideedit creation by the Bank of
England...and play a role in the Mississippi Bubbleis.f¢al bills doctrine informed the
conduct of central bank policy for two centuriesl amore thereaftet:

Law’s proposal was, in effect, creating a fictitdoills doctrine. The root of the
bubble was that stock dividends of the Mississ{(ppmpany were paid by issuing
unbacked paper money. This means that there wereaalebtors who would have
“ready money for answering occasional demandss’tlherefore unbelievable that
this infamous doctrine had “informed the conducteftral bank policy” for more
than two centuries. Misled by Mints, it is no wongdy quantity theorists have been
hostile to Smith’s real bills doctrine. It is Lawd®ctrine which should be blamed.

V. Enemy or Friend?

Economics textbooks usually describe Smith’'s wadd stable and harmonious
one. In fact, Smith is not naive, and the followpagsage is a good example:

The interest of the dealersis.always in some respects different from, andhegposite to,
that of the public. To widen the market and to marthe competition, is always the interest
of the dealers. To widen the market may frequdmthagreeable enough to the interest of the
public; but to narrow the competition must alwagsagainst it... The proposal of any new
law or regulation of commerce which comes from thiger, ought always to be listened to
with great precaution, and ought never to be adbtiteafter having been long and carefully
examined, not only with the most scrupulous, buhhe most suspicious attentitn.

Obviously Smith knew that there are conflicts dénests between different dealers
and between dealers and consumers. Businessmeysdiae incentives to influence
the decisions of policy makers. Markets are, tlteessfnot necessarily stable and
harmonious. The fictitious bills dealer mentionéde is another important source of
market fluctuations. Both of these examples telhas Smith was never proposing a
stable and harmonious price mechanism, or a perfatket.

Dealers might be enemies to other market partitgo@ut sometimes they became
friends. Why could this happen? From the econorauetbpment experience of the

24 Barry EichengreerHall of Mirrors, Oxford University Press, 2015, p. 24. Actuallg thank to

which Law proposed his idea was the Bank of Scdtldihere was not the Great Britain in 1705 when
Law proposed. Scotland and England were not umitgitl 1707.

25 Smith (1994), pp. 287-288.



Western Europe since the collapse of the Roman iEempmith found that one of the
keys to economic growth and development is soatetimegnemies of the enemy
are friends:

The burghers naturally hated and feared the |dras.king hated and feared them too; but
though perhaps he might despise, he had no re#tbente hate or fear the burghers. Mutual
interest, therefore, disposed them to support ithg, land the king to support them against the
lords. They were the enemies of his enemies, andsthis interest to render them as secure
and independent of those enemies as he could.@8¥igg them magistrates of their own, the
privilege of making bye-laws for their own governmehat of building walls for their own
defence, and that of reducing all their inhabitamder a sort of military discipline, he gave
them all the means of security and independentiyeobarons which it was in his power to
bestow?®

Contrary to Hobbes’s war of every man against evean?’ Smith reminded us of
the possibility that enemies of the enemy neeranemy. They could be friends. If
this possibility were true, then vicious competitiwould be replaced by a healthy
one. Cooperation, or at least healthy competii®the basis of economic progress. A
society with every man against every man must Istalste and miserable. A society
in which every man supports every man might beogiat Smith’s world is definitely
not a utopia, and it is not Hobbesian, either. Agmdly stable and harmonious world
is obviously impossible. But Smith tried to tell thst, based on the propensities to
exchange and to sympathize, we could live a beféeoy using markets, and healthy
competition is necessary for the market to worlpprty.

V1. Cause or Effect?

As one of the best friends of Hume, Smith had fesqly used Hume'’s idea about
cause and effect. Nevertheless, they had diffeneimions of causality. For Hume, it
is almost impossible for people to get the firsismof anything that happened. This
is because you cannot trace back to what had afigihappened. There was always
something which you just do not know. For Smitlg, ploint is not to find the first
cause, but to figure oginoughreasons to make sense of something you care about.
To understand causality, all reasons are needdduore, but enough reasons are
enough for Smith. The following case of #ensible knaves a good example:

% |bid., p. 430.
27 Thomas Hobbeg,eviathan Andrew Crooke, 1651, Ch. XIII.
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The industrious knave cultivates the soil; the ladbgood man leaves it uncultivated. Who
ought to reap the harvest? Who starve, and wharipéenty? The natural course of things

decides it in favour of the knave: the natural ise@nts of mankind in favour of the man of

virtue...human laws, the consequences of human semtt3

The choice between the industrious knave and th@ent good man seems to be a
dilemma, when we have to decide who ought to reafarvest. If we just know who
is good or bad, without knowing who is more indsts, then the decision is simpler.
Of course, there is the dilemma if getting thosespeal information is costless. But if
there were information costs, then we have to naattecision under the condition of
imperfect information. When only enough informatisravailable and decisions must
be made, it is the idea of Smith, instead of Huwtach would be more helpful, as
reflected in the following paragraph of Smith:

The sentiments or affection of the heart from wlacoly action proceeds, and upon which its
whole virtue or vice must ultimately depend, maycbasidered...in relation to the cause
which excites it...or the effect which it tends t@guce...in the proportion or disproportion
which the affection seems to bear to the cause..istsrtbe propriety or impropriety...of the
consequent action. In the beneficial or hurtfubnatof the effects which the affection aims at,
or tends to produce, consists the merit or deroéthie action, the qualities by which it is
entitled to reward, or is deserving of punishntént.

And because of the irregularity of human sentimemésare not interested in pursuing
the first cause of what happened. This makes Ssendlea of causality more useful
than that of Hume in explaining facts in the reari. As Smith said:

Nature, however, when she implanted the seedsirtbgularity in the human breast,
seems...to have intended the happiness and perfedtibe species...That necessary rule of
justice, therefore, that men in this life are lmbd punishment for their actions only, not for
their designs and intentions, is founded upongaiatary and useful irregularity in human
sentiments concerning merit or demerit...Nor is thragularity of sentiments altogether
without its utility...Man was made for action...he meall forth the whole vigour of his
soul...to produce those ends which it is the purmdsgs being to advance...neither himself
nor mankind can be fully satisfied with his conducinless he has actually produced th&m.

Not only in theTheory of Moral Sentimenteat Smith discussed cause and effect,

28 Smith (1982), p. 168.
29 |bid., p. 18.
30 1bid., pp. 105-106.
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but in theWealth of Nationshere were other examples, one of which is theugdision
of the cause and effect of price changes.

High or low wages and profit, are the causes dfi loiglow price; high or low rent is the
effect of it. It is because high or low wages anafipmust be paid, in order to bring a
particular commodity to market, that its price ighhor low. But because its price is high or
low; a great deal more, or very little more, ormore, than what is sufficient to pay those
wages and profit, that it affords a high rent, éova rent, or no rent at ait.

This paragraph is very important because it ikdéheto understanding inflation. If
the cost of labor and capital (i.e. wages and proes, then you must transfer some
of the cost to the customer. This means that tioe f your commaodity would rise.
But this does not necessarily mean that the repoof store (if you do not own it)
would also rise. It depends on whether the demangdur commodity would rise
enough for you to cover the necessary costs of svagd profit. But without those
labor and capital, your commodity could not be pictl. This is why Smith had said
that wages and profit are the cause of the prie@agh, and the rent is the effect of it.

VII. Conclusions

In this article | have tried to use the words ofithrnto clarify some ambiguities and
misunderstandings about Smith in economics texthoblkere must be many others |
do not mention here, but I think that exampledmpresent article might be enough
to ask the real Adam Smith to stand up.

Perhaps there will never be a consensus aboutthhatal Adam Smith would be.
After all, economics is not a hard science, andetieno hard evidence for most, if
not all, economic problems. But one thing for sgrthat misunderstandings about
Smith will never make economics less interestingrgoortant for the real admirer of
Adam Smith.

31 Smith (1994), p. 168.
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